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The Purchasing-Power-Parity (PPP) Doctrines 

Exchange rates are essentially prices; prices of one currency relative to 
another. From the viewpoint of international traders, they permit the translation 
of goods prices from one currency to another. Hence, it would seem that there should 
be "information" about exchange rates contained in national price levels. (Recall 
that in the Ricardian case, we were able to establish equilibrium exchange rates once 
we knew the price (wage) levels in the two countries) . Some observers have looked 
for clues as to whether currency values were properly aligned, i.e., whether certain 
currencies were "over" or "undervalued" from domestic price data of the countries 
issuing the currency. 

The Absolute PPP Doctrine 

One version of this search for clues is the absolute form of the PPP doctrine. 
The absolute form starts with the observation that prices of traded goods are supposed 
to be the same in all countries (ignoring tariffs, transport costs, etc.) . Hence, 
if it is observed that in a particular country "A" with a particular exchange rate, 
"prices" are high relative to some other country "B" (translated at the prevailing 
exchange rate) , it is said that A's currency is overvalued relative to B's currency. 
Specifically, under absolute PPP if "prices" in the OK are found to be 30% higher 
than in the US, the pound is said to be 30% overvalued relative to the dollar. This 
assertion seems to be sensible, but is it? 

Empirically, studies show considerable variation in the "cost of living" 
(prices) between countries. Hence, if one took the absolute PPP doctrine literally, 
there would be lots of currencies which would appear to be undervalued or overvalued. 
If this were really the case, the question arises as to why the traders in the exchange 
market, who have access to the price-level data, do not bid up the exchange rates 
of the undervalued currencies and bid down the exchange rates of the overvalued 
currencies . 
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overvaluation occurred. Hence, comparing P w in this country and the world will reveal 
nothing about the correctness of the exchange rate. In terms of this particular good, 
what is out of line is the level of production costs and demand, not the price. 

The absolute purchasing-power-parity doctrine rears up from time to time 
because it lends itself so nicely to casual observation. Tourists may find that it 
was expensive or cheap to visit some other country and reach conclusions about 
exchange rates based on those experiences. Note, however, that since the prices of 
traded goods are linked, the variations that tourists notice are primarily in 
nontraded goods such as hotel rooms, restaurant meals, retail markups (which may 
include sales taxes) , transportation, etc. Thus, users of the absolute PPP doctrine 
are largely trying to learn about exchange rates through information on nontraded 
goods and services . Yet it is commerce in traded goods which directly affects exchange 
rates . 

The Relative PPP Doctrine 

The relative PPP doctrine is a looser version that has more empirical support. In 
essence, the relative ?Wp approach predicts that exchange-rate adjustments will be 
linked to relative price movements (relative inflation rates) . Specifically, if over 
some period the annual rate of inflation in the US is 10% and in the UK it is 12%, 
the relative (PPP doctrine predicts that the pound will depreciate by 2% per year 
relative to the dollar. 1 As you might expect, for very short periods the relative 
jSflP doctrine is hot a good predictor. .But for periods of several years, the relative 
ItffP doctrine has some empirical validity. Relative inflation rates will slot predict 
exchange-rate movements exactly. But they will predict exchange-rate changes at 
least in qualitative terms. That is, count ri es which have high inflation races will 
tend to find their currencies depreciating relative to currencies of countries with 
relatively low inflation rates. 
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1 Where the gap in inflation r is large, this approximation will not be accurate. 
If the U.S. inflated by 20% and the U-K. by 50% we would expect the pound to depreciate 
by [ (1 . 2/1 . 5) - ] x 100 percent, i.e., by 20%. See note 2 on page 116 . 5 for details . 



Relative PPP tells us something about movements in cost conditions between 
countries and, hence, something about relative competitiveness. To an extent, it 
is subject to the same conceptual objections that applied to the absolute PPP doctrine. 
That is, the prices of traded goods are linked between countries and, hence, tinder 
fixed exchange rates indexes of traded goods prices will move together in all 
countries regardless of cost conditions. Thus, differences in inflation rates may 
largely reflect price conditions in markets for nontraded goods and services . However, 
the nontraded goods' price movements may reflect underlying cost conditions (e.g., 
wage adjustments) and so tell us something about changes in cost competitiveness. 

For example, suppose haircuts (a nontraded service) cost more in the UK than 
in the: US. (There could be many reasons for this absolute difference (for example, 
special taxes on barbershop payrolls) which provide no information about appropriate 
exchange rates or competitiveness in world markets. That is why ighe absolute jffiih 
doctrine makes little sense. But if haircut prices in the UK rise relative to haircut 
prices in the US, that could be an indication that wages are generally rising faster 
in the- UK than in 'feller US . turn, this could suggest a reduction in UK competitiveness 
in the traded goods market and hence pressure for dollar appreciation relative to 
the pound. 2 

With flexible exchange rates, world prices of traded goods will be fixed in 
a common currency, itstt they can move at differential rates in local currency providing 
the exchange rate moves to keep them aligned., 'ffibiiS, in a world of flexible exchange 
rates, we might expect that the relative PPP will receive some empirical support. 
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2 Wage increases shift up the supply schedule on Figure 1, p. . 1 0 . 2 .; They may also 
reflect increased demand pressure, i.e., upward shifts of /the demand curve. 



NOTE #1: When price data are used to test propositions such as the two PPP doctrines, 
there is always a question of what price indexes to use. Should consumer prices or 
wholesale prices be the comparison? PPP theory provides 

little guide to tfeis question. Furthermore, even if a decision is made to select 
a particular type of index, such consumer price indexes, there are differences between 
countries in statistical methodology. The UK consumer price index may not contain 
the same bundle of goods as the US index or may use a different weighting scheme. 
These differences may affect the calculation of relative inflation rates between the 
two cour.tr i es . Hence, on purely technical grounds, one should hot expect precise 
predictions even from the relative PPP doctrine. Moreover, the demand for a currency 
involves not just goods, but also financial assets such as bonds, stocks, etc. We 
have so far not considered international financial transactions, but since they 
affect exchange rates, a theory such as PPP, which is based only on goods prices, 
is bound to be incomplete. 

NOTE #2: The relative PPP Formula can be derived as follows. Let the exchange rate 
between the dollar and the pound in period 1 be in equilibrium. Let the period 1 
price index for the US be P 1 us and the period 1 price index for the UK be P^k. The 
ratio between 'the price indexes HU* where ri is the exchange rate 

(dollars/pound) in period 1. Let the inflation rate to period 2 in the US be ius 
and the inflation rate to period 2 in the UK be iuK. Then P\s = + ias) and P 2 uk 

= P 1 U k ( 1 + i<«K.) , where the superscript 2 identifies price indexes in period 2. To 
restore equilibrium in the exchange market (i.e., to bring the ratio of the price 
indexes back to R) we need to find the period 2 exchange rate r 2 such that: 

P us _ P us (l + i us ) _ r l R(l + i us ') ^ r 2 _ (1 + i us ) 
r 2 P uk >~ 2 P uk (1 + i UK ) r 2 (\ + i [JK ) (1 + ijj K ) 

Consider uhe example in footnote 1 for page 116.3. Substitute ius. = -20 and Iuk = .50. 
The period 2 exchange rate will thus be 20 percent below the period 1 exchange rate. 
Finally? -.note that absolute fljfj?' is a "special case" of relative ’J?ifP where JK* 1. 



